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FOREWORD 


During the early part of this year, our economic studies 
centered primarily on the probabilities for a sustained busi- 
ness recovery in the United States. The conclusions which 
we reached were summarized in a memorandum issued on 
July 15, 1935. 

The present survey presents an outline of the major eco- 
nomic and political forces that in our opinion are currently 
dominating the world economy, and attempts to show the 
extent to which these forces are likely to hasten or retard recov- 
ery in all important countries, especially in the United States. 

C. W. Young & Co., Inc. 


December, 193 5. 


Note: The chart appearing on the cover presents an index based on industrial activity- 
in 21 countries prepared by the Institute for Business Research (Institut fur 
Konjunkturforschung) , compared with the Federal Reserve Board Index of Indus- 
trial Production in the United States transposed to a 1928 base. 
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Recovery Throughout the World 

AND IN THE UNITED STATES 


RECENT POLITICAL HISTORY 

T he prominence given by the daily press during recent years to day-to-day 
political changes at home as well as abroad, apparently has obscured the causes 
which have led in some countries to the acceptance of new political philosophies 
and in others to material changes in existing forms of government. This, in turn, 
has led to a widely accepted belief that these political changes, ranging from 
Hitlerism in Germany to the New Deal in the United States, have made the 
world a "boiling pot” in which communism, socialism and potential war ferment 
and may explode at any time. Many people have lost sight of the fact that these 
readjustments in large part have been both unavoidable and inevitable. They have 
been born of the social and economic privations endured during the depression by 
the majority of people throughout the world. 

It is an historic fact that practically every major political change which has 
occurred during the past six years has taken place approximately at the time in the 
world- wide depression when the particular country concerned had reached the low 
point of its business activities. As is generally known, the world depression began 
with a collapse of commodity prices, and thus all countries depending largely for 
their livelihood on the production of agricultural and other primary products were 
hit hardest first, resulting, as early as 1930, in changes of government in Argentina 
and Brazil. Conservative parties came into office and are still in power at present. 
In Australia, which was then dominated by the Labor Party, the world collapse in 
wool, wheat and meat prices likewise paralyzed economic activities, resulting in the 
defeat at the polls in 1931 of the strongly entrenched socialist parties. The Liberal 
Party has been in political control ever since. 

In Europe, as a consequence, first, of the bankruptcy of the leading banks in 
Austria and, later, of severely deflationary forces resulting finally in the breakdown 
of the gold standard in Germany, the Scandinavian countries and Great Britain in 
1931, the political repercussions took the form almost invariably of a decisive defeat 
of socialism and communism via the ballot. Strongly nationalistic governments 
obtained complete political control in Austria, Germany and Great Britain. 
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The overwhelming support given by the American people to the New Deal 
in 1932 and 1933 was due to forces differing only in degree from those which 
resulted in changes in forms of government in other countries. The most powerful 
of these forces was that financial and economic disintegration during the early years 
of the depression created everywhere an emergency situation that, as in time of war, 
demanded a government with vastly increased executive powers. It is a further inter- 
esting fact that the popularity of the governments elected three or four years ago is 
still well maintained. 

While the difficulties faced by governments in recent years have frequently 
resulted in the use of unorthodox methods, by and large it is true that the people of 
the Western World, after experimenting with socialism and communism during the 
12-15 years immediately following the World War (in the United States a little 
later), are now again upholding a capitalistic organization of society. In contrast to 
past predictions of exponents of Marxism that economic depressions provide the most 
fertile breeding ground for radicalism, the political events of the recent past strongly 
indicate the contrary, for communism has received a decided setback in recent years. 
Even in Russia, the increasing recognition on the part of the Government of the 
advantages in rewarding work and accomplishment on the basis of merit, is a material 
step toward capitalism and away from the doctrines of the early theoretical com- 
munists. A visit to Germany and Italy, coupled with a study of the corporate state 
philosophy (Hitlerism and Fascism), soon discloses that these movements, financed 
from their inception by business and industry, and supported by strong armies en- 
joying the esteem of their respective nationals, are the very antithesis of communism. 
Both countries are supporting capitalistic principles, although in modified form. 

The United States has to some extent lagged behind in the trend toward political 
conservatism, just as previously it had been slow in adopting the more liberal philoso- 
phies characteristic of European thinking since 1848. There have already appeared, 
however, signs pointing toward a course more to the "middle” than to the "left” here- 
tofore taken by the Roosevelt Administration. For example, we may mention the 
"breathing spell” for business proclaimed by the President in his letter to Mr. Roy 
W. Howard dated September 2, 1935. This was reaffirmed more recently by Secre- 
tary of Commerce Roper in a most conservative speech delivered on November 13, 
1935, in which he interpreted the President’s "breathing spell” declaration to mean 
specifically that "the basic program of reform has been completed.” Finally, there 
is increasing dissatisfaction among the American people concerning the expenditures 
of the Federal Government and the large deficits in its annual budgets. Economy in 
public expenditures may well become the most important political issue during the cam- 
paign in 1936. Already, Democratic political leaders have begun to talk about reduc- 
ing expenditures and eventually balancing the Federal budget. 
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The severe dislocations in the economic life of nations during the depression, have 
forced governments everywhere to apply emergency measures, such as devaluation of 
currencies, control of foreign exchange, regulation of imports and exports, control 
of production, fixing of prices and expenditure of public funds for public works 
and relief purposes. With few exceptions, these measures have been and are being 
used throughout the Western World under conservative leadership enjoying popular 
support. But already there are indications that governments are eager to remove 
gradually these artificial controls (so frequently misinterpreted as evidences of grow- 
ing socialism) as one by one it becomes feasible to do so. 

Finally, mention should be made of the significance of the recent general elec- 
tion in Great Britain, as a result of which the Conservative Party was strongly in- 
trenched in power. It is reassuring from a business man’s point of view to have 
this important country, holding such a commanding position in world trade and 
finance, under conservative leadership. This fact gains added significance in view of 
the many difficulties in international political, economic and monetary relationships 
that still must be adjusted before international- equilibrium can be fully restored. 

To summarize, the political history of the world in recent years clearly shows 
that nearly all the leading nations have elected to fight their way out of the depres- 
sion with the aid of politically conservative governments and by upholding a capi- 
talistic organization of society. This cannot be too strongly emphasized, as to our 
mind it provides basic justification for hopes of sustained economic recovery at home 
and abroad. 

If it is true, as we believe it is, that the confidence of a people in their govern- 
ment and in the recovery ability of their country is best reflected in the price of 
their government securities, the following chart showing a composite price index for 
the government obligations of fourteen different countries, affords ample support to 
the above interpretation of world political trends. 


PRICE TREND OF GOVERNMENT BONDS 
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THE "GERMAN MENACE" TO WORLD PEACE 


The above described trend toward political conservatism throughout the world 
is strongly reflected in the almost universal rise of economic nationalism. We have 
already referred to the measures taken in order to protect various countries’ internal 
economy and which have been at the expense of world trade. 

Another and more disturbing outcome of the political changes discussed above, 
is the astonishing revival of an "esprit militaire” in several countries, notably in 
Germany and Italy. Will it lead to another war in Europe and when, seem to be 
the questions uppermost in everyone’s mind at present. As we have already stated 
our views on the Italian-Ethiopian situation in a memorandum issued on October 3, 
193 5, the following discussion will be confined to the so-called "German menace’’ to 
world peace. 

From the early Middle Ages until 1870 when Germany, as we know it today, 
was created by Bismarck, this territory was divided into approximately fifty autono- 
mous states, of which Prussia was the most prominent. These tiny but independent 
kingdoms, dukedoms, etc., were in constant conflict with each other and were an 
easy prey to their stronger and. more united neighbors, France and Austria. About 
three hundred years ago, Prussia, under able leadership, built up an efficient army, 
and during the subsequent two hundred years extended its influence constantly, 
often through military operations, until finally military success over Austria in 1866 
and over France in 1870 gained dominance for it over all of the then remaining 
seventeen German States. From 1870 until 1914, the history of the newly created 
German Empire was primarily one of extensive industrial and commercial growth 
under the tutelage of an efficient army. 

This brief sketch of German history indicates that the evolution of that coun- 
try toward an organic whole took about three hundred years, and was accomplished 
chiefly through a succession of military conflicts, first within the country itself, 
and afterwards with Austria and France."* It is largely because of the historical de- 
velopment of Germany that the German people have such a high regard for the army, 
and exhibit what is to many a surprising readiness to submit themselves to discipline 
under a strong leadership. The phenomenal success of the Hitler movement between 
1923 and 1933 is undoubtedly due, in large measure, to his recognition of this 
peculiarity in the German mentality. Hitler not only clothed his followers in smart 
looking uniforms (brown shirts) but also promised the German people a strong 
army if elected. 

* In this connection, it will be of interest to note that Italy has had a somewhat similar history. For more than a thousand 
years that country was a political football in Europe, having been in frequent succession under the control of Spain, 
France and Austria until it finally gained its political independence in 187J. 
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The depression had put one-third of the people on relief rolls; communism was 
rampant throughout the country; and the government was impotent. Approximately 
thirty political parties were represented in the German Parliament during the years 
1918-1933. A government was never long enough in office to enable it to pursue 
any coordinated and definite policy. As a result, the people finally overwhelmingly 
supported Hitler, who, among other things, promised the re-creation of a strong army 
which had previously been so eminently helpful to Germany and which was so closely 
bound traditionally with the development of the country. Also, he promised the 
end of the spiritual ignominy which Germany felt was its lot under the "war guilt” 
theory and the Versailles penalties. 

To the detached observer of Germany at present, it is quite obvious that while 
Naziism and much that it stands for may disappear in time, a strong army under the 
leadership of an officer corps recruited from the upper middle classes and big 
business, must be reckoned with as a permanent fixture in the German scene. 
Dr. Schacht, Minister of Economics and President of the German Central Bank, next 
to Hitler occupies the most important position in the German Government. Many 
German business and banking leaders admit, and European business men elsewhere 
know, that he is actually the official representative of German industry in the 
Third Reich. Considering the desperate economic and financial conditions which 
Germany faced three years ago, Dr. Schacht has done a creditable job in strength- 
ening the internal economic structure of the country, in which endeavors he has 
already brushed aside half a dozen of the leading lights of the Nazi movement. It 
is now quite evident that the economic and financial policies of Germany will be 
as close to conservative principles as Dr. Schacht finds possible. 

Since, as we have indicated above, Germany’s future again lies in the hands of 
shrewd military leaders and hardheaded representatives of industry, it is very unlikely, 
speaking realistically, that any border incidents are likely to provoke a military con- 
flict in Europe on a wave of emotional nationalism. On the contrary, we believe 
that Germany, although it may ultimately find war expedient, has not for- 
gotten the lessons learned during the World War. The more important of these les- 
sons were, first: war requires substantial financial reserves; second: war requires sub- 
stantial raw material and munition reserves; and third: war inevitably causes a low- 
ering of the standard of living for victor and vanquished alike. 

Looking upon the German scene from this viewpoint, there would appear to 
be some justification for accepting the statements of German spokesmen concerning 
their country’s peaceful intentions at somewhere near their face value. It is common 
knowledge in well-informed German circles that the "powers behind the throne” in 
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Germany, i.e., the army and business, are convinced first, that all efforts of the Gov- 
ernment must be centered primarily on economic recovery and on raising the standard 
of living of the people if internal political stability is to be maintained and, second, 
that at least one generation of economic health and prosperity is required before 
Germany can engage in a war with another major European power with any degree 
of success. 

Some proof for the above contention is found in the recent endeavors of the 
German Government to reconstruct its credit standing abroad. Holders of German 
Government securities in Great Britain and in other European countries are already 
receiving their interest payments in full, and payments to American holders of 
such securities are now being treated in a less high-handed manner than heretofore. 
We believe that the re-establishment of Germany’s credit abroad, particularly in Eng- 
land, is a probability within the reasonably near future. The significance of such a 
development is that thereby Germany again could re-enter world markets as an 
exporter, and it is only by so doing that she can ever hope to return to genuinely 
prosperous conditions. 

If, as we believe, common sense and economic realities rather than emotions, are 
the final determinants of foreign policies, a detached appraisal of Germany’s position 
today leads to the conclusion that the widely expressed fears that Germany will 
cause another major conflict next year, or within the next five years, are largely 
unwarranted. 


BASIC COMMODITY STOCKS AND PRICES 

A careful reading of the statistics issued by numerous central banks, the League 
of Nations and other authoritative agencies, discloses that there is no more accurate 
measure of the fundamental trend of the world’s business than the supply and 
demand relationship of the principal basic commodities. While until very recently 
there has not been any improvement in the prices of raw materials in terms of gold, 
the fact that nearly all raw material producing countries and about three-fourths 
of the principal consuming countries are operating with devalued or paper curren- 
cies, justifies measuring world price trends in terms of these currencies and especially 
in terms of dollars or pounds sterling. On this basis, the downward trend in world 
prices of foodstuffs and raw materials was halted in 1933 and, on the whole, the 
upward movement has continued ever since. The production of primary products both 
here and abroad was considerably in excess of consumption during the years immedi- 
ately preceding the depression. Consequently, the collapse of prices which inaugurated 
the depression left producing countries with large stocks on hand. As demand slackened, 
surplus stocks piled up, driving prices still lower. It is therefore important to note 
that during the past three years the downward trend in the visible supplies of primary 
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commodities has been accompanied by a corresponding rise in prices. This correla- 
tion of the trend of world commodity stocks and prices is graphically illustrated by 
the following chart: 
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SOURCE: INSTITUTE FOR BUSINESS RESEARCH. 


WORLD STOCKS AND PRICES OF RAW MATERIALS 


1929=100 



Actual figures recently issued by the Bank of England showing the reduction 
in world stocks of the principal raw materials are given below: 



1933 

1934 

1935 

1935 


January 

January 

January 

August 

Cotton (thousand bales) 

10,552 

10,060 

7,819 

4,278 

Tin (thousand tons) 

64.9 

32.8 

24.8 

20.0 

Lead (thousand tons) 

255.3 

293.2 

299.6 

302.2 

Copper (thousand tons) 

551.1 

455.2 

372.0 

— 

Spelter (thousand tons) 

125.1 

100.4 

117.8 

113.5 


Rubber: 

1933 

January 

1934 

January 

1935 

January 

1935 

August 

Regulated areas (thousand tons) 

127 

158 

156 

136 

Outside areas (thousand tons) 

515 

508 

563 

os 

i^\ 

Petroleum (million barrels) 

509 

519 

484 

480 

Wheat (million bushels) 

593 

533 

509 

340 

Sugar (thousand tons) 

8,868 

8,077 

7,887 

5,487 


While this reduction of surplus stocks has in some instances been achieved by 
artificial restriction schemes, a more detailed examination shows that natural eco- 
nomic forces have been and are affecting favorably the world’s price structure for 
raw materials as a whole. This probably is the most important single omen for a 
continuous recovery in industrial production and in world trade. Recovery has not yet 
progressed far enough so that the inevitable result of fundamentally unsound valor- 
ization schemes, excess production, has begun to exact its penalties. Further- 
more, the forces of natural recovery appear strong enough so that entire abandon- 
ment of some of these schemes, such as the A.A.A. in this country, should not more 
than temporarily interrupt the trend toward higher prices. 

The unfavorable outlook for many crops to be harvested this winter by Argen- 
tina, one of the leading exporters of agricultural products, combined with evidences 
of increased demand from the principal consuming countries, points toward a further 
improvement of the statistical position of major agricultural commodities. Also, the 
revival of world industrial activity (see chart on cover) has caused a material and 
steady decline in world stocks of non-agricultural raw materials. Of particular sig- 
nificance in the most recent advance in the prices of primary commodities is the 
fact that between July 15 and October 15, 193 5, the index of "The Economist” 
showed a rise of 8.2% in sterling prices whereas during this period the gold price of 
sterling declined by only 14 of 1%. An American index of "gold dollar prices” 
rose by about 10% during the same period. In other words, the downward trend 
of commodity prices in terms of gold, has recently been reversed. 

While it is not feasible to incorporate in this memorandum a more detailed 
analysis of the favorable and unfavorable factors affecting individual commodities, the 
above summary gives sufficient evidence of the persistent improvement in the statistical 
position of primary commodities and of the resulting upward movement in prices. 
While "war scares” and armament expenditures by governments may at times cause 
speculative advances in certain commodities such as copper, tin, wheat, etc., resulting in 
subsequent price reactions, it is our belief that the supply and demand situation of 
commodities as a whole is more nearly in equilibrium at present than it has been for 
many years. 

If it be remembered that the disastrous decline in commodity prices in 1929- 
1930 played a large part in the breakdown of currencies the world over, in the financial 
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bankruptcy of many nations and in the paralysis of world trade, there is justification 
now for the optimistic belief to which we subscribe that a generally strong price 
trend for commodities points not only toward further industrial recovery the world 
over, but also may be expected to lay the foundation for the reconstruction of inter- 
national currency stability and for the ultimate revival of world trade. 

AGRICULTURAL PRICES AND INDUSTRIAL PRICES 

The disparity between agricultural and industrial prices which has presented 
great obstacles to world recovery, has been materially reduced during the past two 
years. While this has been most marked in the United States where agricultural 
prices have risen furthest, the tendency for the gap to close is likewise indicated in the 
United Kingdom, Canada, Sweden, and other countries. Considering the fact that 
agriculture still is the most important and most stable factor in the world’s economy, 
the increase in the "real” purchasing power of the farmer, as a result of the restored 
equilibrium between the prices which he obtains for products which he sells and the 
prices for merchandise which he buys, must be considered one of the most marked 
and lasting stimulants to continuous world recovery. The following chart illustrates 
graphically the point just discussed. 

AGRICULTURAL AND INDUSTRIAL PRICES IN THE UNITED STATES 
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THE TREND OF INDUSTRIAL PRODUCTION 

Inasmuch as the course of industrial activity in individual countries has been 
materially influenced by the financial, monetary and economic policies adopted by 
their respective governments, the degree of recovery since 1932 shows considerable 
variations between countries. By far the most impressive effect on the economic 
life of nations was caused by forced or voluntary abrogation of the gold standard. 



1928 1929 1930 1931 1932 1933 1934 1935 

SOURCE: LEAGUE OF NATIONS 



It is significant that the beginnings of general recovery in various countries in each 
case became evident shortly after currency devaluation. For instance, this was true 
in the so-called sterling bloc countries in 1932 after they devalued their respective cur- 
rencies in the fall of 1931; in the United States, in the summer of 1933 after the 
devaluation of the dollar in the spring of that year; and in Belgium, very recently, after 
the devaluation of its currency in April, 1935. In contrast, no perceptible evidences 
of recovery have as yet appeared in the gold bloc countries. 

Because of these differences in monetary policies, it is necessary, when appraising 
the evidences of world industrial recovery, to divide the countries broadly into five 
groups — those within each group having at least some characteristics in common. These 
groups are as follows: 

1 The so-called Sterling Bloc countries (the United Kingdom, Sweden, Finland, 
Norway, Denmark, Canada, Argentina and others). 

2— Germany and Italy. 

3 The so-called Gold Bloc countries (France, Flolland and Switzerland) . 

4 — Russia and Japan. 

5 — The United States. 

Ihe trend of industrial production in recent years in one country representative 
of each of these groups is shown in the chart on page 10. 

THE STERLING BLOC 

The support given by the people of the sterling bloc countries to conservative 
economic and political policies from 1931 on, resulted in the adoption of the follow- 
ing measures upon which hopes for recovery were chiefly based: 

1 — Moderate raising of tariff rates. 

2 — Balancing of the national budget. 

3 — Some reduction of taxes. 

4 — The supply of cheap and abundant credit. 

A survey of business activity during the past four years in these countries imme- 
diately discloses the successful results of these measures. Not only has the produc- 
tion of consumption goods risen substantially above the 1929 level, but the output of 
capital goods has increased since 1932 even more rapidly and now is materially above 
the 1929 level. The powerful forces of low interest rates and abundant credit have not 
only accelerated the production of industrial, agricultural and railway equipment, 
but have also led in most of these countries as early as 1932 to a rapid revival of activ- 
ity in the building industry. This still continues. In Great Britain, for instance, 
the index of building construction has risen over the 1929 average by about 70%, and 
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in Sweden by more than 60%. In England, the number of homes built without gov- 
ernment assistance amounted to about 143,500 in 1933, to 210,000 in 1934, and will 
amount to about 330,000 (estimated) in 1935. 

Judging from available indices of costs and volume of building, it would appear 
that low interest rates have been a more powerful force in promoting residential build- 
ing in those countries now enjoying a building boom than has the reduction in all other 
elements of building costs taken together. In England, where about 80% of the 
homes built in recent years cost between $3,000 and $4,000 and are occupied by peo- 
ple of the lower income brackets, the influence and favorable effect of cheap mortgage 
money are especially apparent. This would seem to invite serious study by those 
engaged in the building field in this country. 

As the building industry has been and still is the backbone of industrial recovery 
in the sterling bloc countries, as we believe it will eventually be for the United States, 
the following comparative indices may be of interest. 


BUILDING INDUSTRY* 
1929=100: LOGARITHMIC SCALE 



If it be recalled that for many generations the prosperity of these sterling bloc 
countries has depended largely upon foreign trade, it is all the more remarkable to 
note the degree of industrial recovery attained by this group during the past four 
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years when world trade has been unusually slow in its revival. A continuation of 
industrial recovery in these countries for a considerable period appears probable. First, 
because of the close monetary and trade relationships, which in an increasing degree 
bind the sterling bloc countries together as an economic unit; second, because the 
revival of international trade — now slowly under way — will benefit these countries 
more than any other group of countries, and; third, because the stimulation given 
to internal business activity by conservative government policies and by cheap money 
has not yet achieved its full effect. 

GERMANY AND ITALY 

All economic activity in these countries is under centralized government control 
and therefore cannot yet be adequately analyzed. In Italy, the conflict with Ethiopia 
has resulted in feverish industrial activity which is likely to continue as long as the 
war or the financial resources of the nation last. Because of this artificial situation, any 
study of Italian conditions from a standpoint of world industrial recovery would have 
little value. 

So far as Germany is concerned, the economic policy of the Hitler government 
inaugurated in January, 1933, and still being continued, consists of: 

1 — A very drastic curtailment of foreign debt service (particularly on bonds held 
in the United States) , increasing rigidity of import controls and partial depre- 
ciation of the currency. 

2 — An attack on unemployment through expenditures for work creation pro- 
grams and for rearmament. 

3 — Comprehensive government regulation of business, encompassing extensive 
price controls, rationing of raw materials and compulsory cartelization of 
certain industries. 

The net results of this policy have been: 

1 — An increase in industrial production by approximately 60% from the low 
level of 1932. It is now within 5 % of the 1928 level. 

2 — A material reduction in unemployment. 

3 — A very considerable reduction in imports, which has resulted in bringing Ger- 
man foreign trade nearly into equilibrium during 193 5, but which also has 
caused virtual isolation of Germany from international markets. 

It is possible that Germany’s industrial production may be maintained for some 
time at present levels under the prevailing, regimented economic policies which are 
fortunately largely determined by a capable man, Dr. Schacht. The obvious arti- 
ficial aspects of the country’s situation, however, make it impossible to forecast the 
extent to which Germany will affect world recovery in the immediate future. 
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THE GOLD BLOC 

Industrial activity in these countries is still stagnating around the depression lows 
of 1932. The basic cause for the continuation of the depression in these countries is 
that they chose to remain on the gold standard and, therefore, have been forced to 
pursue a policy of deflation in attempt to bring their internal price level down 
into equilibrium with the price levels prevailing in other important countries which 
have devalued their currencies. While some progress along this line has been made 
during the past few years, and while, on the other hand, the recent rise in world prices 
has helped to relieve the strain on the economy of these countries, the net results 
have not yet been sufficiently impressive to increase business confidence and activity. 
The recent history of the gold bloc countries has been characterized by frequent runs 
on their exchanges, by budget deficits and by recurring political disorders. All are 
traceable to the unsatisfactory relationship between internal and external price levels. 

The output of consumption goods in France at present is only slightly higher 
than it was in 1932, and in Holland is evenTower than it was three years ago. The 
production of capital goods in Holland during the first six months of 193 5 was only 
44% of the 1929 average, and in France it was only about 60%. It is clear, therefore, 
that revival of industrial activities in the gold bloc countries cannot be expected until 
either the present gold value of their currencies is readjusted moderately downward or 
until their internal costs and prices are more nearly in balance with those of the rest 
of the world. 


RUSSIA AND JAPAN 

The most noticeable fact concerning these countries is that their industrial activi- 
ties were hardly at all affected by the world depression. On the contrary, the expan- 
sion of industrial production during the past five years in both countries has been 
phenomenal and still continues. Japan thoroughly reorganized and modernized its 
whole industrial plant in 1930 and 1931. Furthermore, aided by a sharply depreciated 
currency as measured against gold and other foreign exchanges (whereas the internal 
cost of living has remained practically stationary) , Japan in recent years has rapidly 
increased its exports of manufactured goods and has materially widened their distri- 
bution throughout the world. 

The expansion of the capital goods industries in Russia has been rapid and sub- 
stantial during recent years, as it was even during the world-wide depression. Under 
the new Five-Year Plan covering the years 1933-1937, the output of consumption 
goods is being pushed even more rapidly, as there is a great shortage of them within 
the country. Using production in 1930 as a base of 100, the output of capital goods 
in Russia increased last year to 203 and in Japan to 170, while consumption goods dur- 
ing the same period increased from 100 to 155 in Russia and from 100 to 127 in Japan. 






* 
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Economic needs expressed in the demand for goods by both countries are still 
unsatisfied, price levels are reasonably in balance and national credit is well preserved. 
A survey of prevailing conditions would make it appear more than likely that both 
countries will not only hold the gains made so far but are likely to expand industrial 
production further in the future. 

THE UNITED STATES 

Since the bottom of the depression was reached in 1932, the course of industrial 
activity in the United States has been highly erratic. The first upturn in the fall of 
1932 was interrupted by the uncertainty created by the Presidential election and by 
the banking crisis of the winter of 1932-1933. The next "false start” came in the 
spring and early summer of 1933 induced by the desire of purchasers to anticipate the 
higher prices which they foresaw would be caused by the imposition of N.R.A. 
codes. This was short-lived; the rise in production was sharp but so was the sub- 
sequent decline. There were also upturns in industrial activity in the winter and 
spring of 1934 and in the succeeding fall and winter. Neither of these was endur- 
ing, however, soon giving way to a declining trend. 

The question may well be asked as to why the United States has lagged so far 
behind other countries in industrial recovery (see charts on cover and on page 10). 
We believe that the chief reasons are the following: 

1 — Great Britain abandoned the gold standard in September, 1931, and other 
sterling bloc countries soon thereafter. This country did not follow suit until 
early 1933. Therefore price readjustments, a lightening of debt burdens and 
a reversal of deflation were accomplished much earlier in other countries than 
in the United States. 

2 — The speculative boom in the late twenties assumed greater proportions in 
the United States than in most other countries, and, therefore, greater dis- 
locations occurred during the depression years in our banking, real estate and 
security structures which took longer to repair. 

3 — The desire of the Roosevelt Administration to effect social reforms and re- 
forms in the conduct of banking, of security trading, of operation of public 
utility holding companies and of business generally, and the legislative pro- 
grams directed to these ends, resulted in uneasiness and lack of confidence on 
the part of business men. Many of these reforms were sorely needed and in 
the long run constructive, but while they were being formulated and made 
effective, the result so far as business was concerned was to retard recovery. 

In the past several months, it is apparent that business confidence has been very 
greatly strengthened. We believe that this dates from the Supreme Court decision 
of May 27, 193 5, declaring the N.R.A. codes void. This decision defined strict 


page fifteen 


limits beyond which the Federal Government might not attempt to exercise control 
over intra-state commerce and would appear to have definitely blocked the previ- 
ously existing trend towards a highly centralized governmental control over all forms 
of business activity. 

Business confidence in this country has been further improved more recently 
by the statements of Administration leaders that the reform program has been largely 
completed, and by increasing evidence that the Administration is paying heed to the 
popular demand for reducing government expenditures and for bringing the national 
budget closer to a balanced position. 

It is our belief that the fundamental forces of recovery in this country have 
become so strong, and that confidence has been repaired to such an extent, that ela- 
tion or disappointment over the election of one Presidential candidate or another next 
fall will not affect more than temporarily the course of business improvement. 

The sharp recovery of confidence from the low level prevailing during the first 
quarter of 193 5, found immediate reflection not only in rising security prices and 
in an increase in the production of consumption goods, but also in a substantial up- 
turn in automobile production, and in the first real increase in activity in the capital 
goods industries, notably in residential building. Likewise, the capital investment 
market has shown more vitality the past summer and fall than for a number of years, 
even though so far the financing undertaken has been largely confined to refunding 
operations. 

In order to determine the outlook for a continuation of industrial recovery in 
this country, it is necessary to examine first, the prospective demand for capital goods 
and, second, the availability of funds for investment in capital goods. In the past, 
building construction, railroad purchases, miscellaneous heavy equipment used by 
industrial producers generally and exports, were the mainstay of our capital goods 
industries. As railroad equipment purchases are likely to be postponed as long as 
possible due to the present restricted earning power and financial resources of our 
railroads, and as exports are likely to increase only slowly in view of the obstacles 
that still confront world trade, it is primarily the miscellaneous equipment and the 
building construction groups on which hopes for a substantial revival in heavy 
industry may be based. 

OUTLOOK FOR THE BUILDING INDUSTRY 

During the years 1923-1929 our estimated annual expenditures for building con- 
struction averaged over $8,000,000,000 a year, reaching a peak in 1928 of over 
$10,000,000,000, but in 1934 they did not amount to more than $3,000,000,000. We 
estimate that the corresponding figure for 193 5 will be under $3,500,000,000, or less than 
50% of the 1923-1929 average. While non-residential building, aside from public 
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works and electric utility construction, has continued sluggish during 193 5, there has 
occurred a significant revival of residential building. In the third quarter of 193 5, 
residential building rose to a higher level than in any year since 1931. 

We look with increasing optimism upon the prospects for residential building 
because of the great shortage of modern homes now existent, because of the upturn of 
some 12% in rents since 1934 and because of the revival of mortgage lending at rela- 
tively low rates of interest. For instance, forty-seven leading life insurance companies 
have made mortgage loans at the rate of approximately $3,000,000 a week in 193 5 as 
compared with less than $700,000 a week in 1934. Furthermore, building costs 
after a rise of some 25% as a result of N.R.A. Codes, have been declining moderately 
for the past twelve months. Building costs were far more out of line with the 
general price level three years ago than they are now. 

We believe that prevailing low money rates and increased opportunities for profits 
due to advancing rentals, will substantially increase the flow of funds into the build- 
ing industry from private agencies, as has been the case in England and in other 
countries. Few people will question that we have in our banking and investment 
structures sufficient lending power, if it is properly organized, to finance a very large 
expansion in residential building. 

This year (1935) approximately 70,000 dwelling units have been built in the 
United States, compared with some 330,000 in Great Britain, or nearly five times as 
many homes in a country with less than 40 per cent the population of ours. And this 
is the third year of England’s building boom. This gives an indication of the extent 
to which our building activity could — and we believe will — rise during the next 
several years. 

BUDGETS, MONEY AND CREDIT 

BUDGETS 

The increased executive powers granted to governments throughout the world 
during the past several years, have been widely used in the determination of fiscal 
and monetary policies. In Europe and throughout the sterling bloc area, govern- 
ments have strenuously attempted to balance income and outgo through drastic 
economies on the theory that a balanced budget: 

1 — Is the soundest fiscal policy. 

2 — Maintains the confidence of the people in the soundness of their respective 
currencies, most of which are now on a paper basis. 

3 — Encourages business. 

On the other hand, the United States Government has pursued expansionistic 
fiscal policies hoping that large governmental expenditures would reduce unemploy- 
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ment and eventually revive business activity. An examination of the financial status 
of some of these other countries and of the United States as compared with that of 
several years ago, shows impressively the contrast between the different budgetary 
policies pursued. 

From 1931 to recent dates, increases in the public debt caused by budget deficits 
have been about 6% in Great Britain, 7% in Australia, and approximately 17% in 
France and Canada. The debt of the United States Government increased by about 80% 
during this period, recently reaching an all-time high record of approximately $30,- 
000,000,000. Furthermore, governmental revenues and expenditures actually have 
been in balance for some time in England, Sweden, Denmark, Finland and several 
other countries. Revenues in Germany last year came within 5 % and in France within 
8 % of meeting the budget expenditures. In contrast to these records, during the past 
several years, our Government has spent about twice its income. 

The current vigorous recovery in business and in confidence since July, 193 5, has 
already changed somewhat the outlook for our fiscal position and may lead to a modi- 
fication of policy on the part of the Administration. Federal income tax collections 
are currently running about 27% higher than last year. If the business trend con- 
tinues upward, government income may be expected to rise further. On the other 
hand, unemployment is declining moderately, which eventually should mean some sav- 
ing in federal relief outlays. Because of these facts and prospects, the President will 
probably present to Congress in January, 1936, a favorable budget plan for the fiscal 
year 1937 — that is, favorable as compared with recent years. It is clear, of course, 
that with many millions unemployed, relief expenses will continue to be heavy for 
some time to come. 

This and the remaining uncertainties in the budgetary status of our Government 
permit only cautious conclusions: 

1 — The Federal budget position is improving and should continue to do so as 
business activity, profits and employment rise. 

2 — Greater conservatism in Federal spending appears a distinct probability. 

3 — The carrying charges on the United States Government debt now absorb only 
about 20% of total annual revenues as compared with 25 % and more in many 
other leading countries. In our opinion, therefore, fears of currency inflation 
due to loss of public confidence in government credit resulting from past 
and present budget deficits, are unwarranted. 

MONEY 

The gold standard in its orthodox form, i.e., convertibility of paper currency 
into gold on demand, was abolished in most of the important trading and industrial 
countries of the world in the years 1931-1933. During recent years, it has been the 


fixed policy of practically all governments (with the exception of those of the so- 
called gold bloc countries) to expand materially the quantity of their circulating 
media (currency and bank deposits) and to maintain interest rates charged for the 
use of credit at very low levels. It is important to recognize that, in effect, the 
United States as well as the countries of the sterling bloc are now operating under 
"managed currency” principles. While the semi-private character of the Federal 
Reserve Bank, the Bank of England and other central banks technically has been pre- 
served, in the last analysis the responsibility for currency management and the de- 
termination of credit policies now rests chiefly with the respective governments. 

The objectives which governments have hoped to attain by increasing the avail- 
able supplies of money and credit and by making the latter freely available at low 
rates, may be summarized as follows: 

(a) An increase in commodity prices sufficient to restore the earning power 
of primary producers and thereby to ease their debt burdens. 

(b) The stimulation of trade and industry and consequently a reduction in 
unemployment. 

(c) The conversion of outstanding national and private debts at lower interest 
rates in order to reduce carrying charges and thus to promote a restoration 
of financial equilibrium. 

In the United States, the cheap money policy has not "taken” until very recently, 
particularly in so far as stimulation of our capital goods industries was concerned. 
Undoubtedly this was due in some part to a lack of confidence on the part of busi- 
ness men and entrepreneurs who considered the fiscal and political situation unsatis- 
factory. In many other countries, however, the success of the cheap money policy 
has been very marked, as has been shown elsewhere in this report. 

From an international standpoint, perhaps the most noticeable development has 
been that the purchasing power parities of the managed currencies are now in far bet- 
ter balance than they were a year or more ago. This is particularly true with respect 
to the relationship between the dollar and the pound sterling. The United States dol- 
lar is again today regarded internationally as probably the soundest monetary unit in 
the world. The evidences of increasingly stable relations between the various sterling 
bloc currencies (under the leadership of the pound) and the United States dollar, have 
vastly increased international confidence in the inherent soundness of these currencies. 
For example, the paper pound already is regarded within the British Empire and many 
places elsewhere "as good as gold.” 

Much credit for this favorable development undoubtedly is due to the increased 
knowledge of central bank management gained during the past fifteen or twenty years 
of currency disturbances, and also to the hitherto unknown close cooperation of cen- 
tral banks concerning monetary and exchange problems. 
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Much has been said and written about international stabilization of currencies. 
The consensus of responsible opinion appears to be that de jure stabilization of cur- 
rencies must await: 

1 The clearing up of the problems of the gold bloc countries. 

2 — The downward readjustment of tariffs. 

3 — The settlement of war debts. 

4 An international understanding regarding the future character of the gold 
standard. 

In conclusion, it may be said that while the monetary problems of a number of 
important countries still await their solution, the fact that the world’s most impor- 
tant currencies, i.e., the pound and the dollar, are in a strong position today both 
individually and in relation to each other, justifies the forecast that an international 
currency depreciation war is no longer to be feared. The improving foreign ex- 
change situation constitutes an important additional stimulant to further world 
recovery. 


CREDIT 

Based upon the increased and revalued gold reserves of the principal trading 
nations and the sharply increased production of new gold within recent years, it has 
been estimated that the gold reserves of the world, valued in prevailing monetary 
units, are at least 75% greater than in 1929. It is because of this situation that 
prospects for a sizeable international credit expansion are frequently discussed. The 
Economic Division of the League of Nations recently stated its opinion that an up- 
waid movement of commodity prices as a result of the large gold reserves now 
available, appears more than probable as soon as international currency stabilization 
is effected. The President of the Bank for International Settlements reached the same 
conclusion in his Annual Report for 1934, saying: "the present British price level 
is about 15% below the previous lowest point ever recorded since 1800. In view of 
the large current gold production, the magnitude of the currency reserves and the 
amount of gold that may come out of hoards consequent upon stabilization, it would 
indeed be strange if prices did not show a rising tendency after a return to gold.” 

With this international background, the potentialities for a considerable credit 
expansion in the United States carry great significance since we now hold about 42% 
of the total world’s gold stock. The excess member bank reserve balances with the 
Federal Reserve Banks are now approximately $3,000,000,000, or five times as great 
as they were toward the end of 1932, and the total reserves are at present more than 
double the amount legally required. If it also be recalled that it has always been diffi- 
cult in this country to determine the point at which expansion of credit should be 
halted, there is considerable justification for concern. Nevertheless, we believe that 


credit inflation of a dangerous sort within the next few years is unlikely for the fol- 
lowing reasons: 

1 — The potential danger is fully recognized by banking and government authori- 
ties, who, on the basis of experience gained during 1928-1929, may be ex- 
pected to determine upon effective means for checking the excessive use 
of credit. Increased powers for this purpose were granted in the Banking Act 
of 1935 and in the Securities and Exchange Act. (It remains for the future 
to prove whether or not the authorities in whose hands these powers have been 
placed will have the courage to make effective use of them.) 

2 — Banks throughout this country are still suffering from the adverse effects of 
the 1929 boom and therefore may be expected to pursue, for some time at 
least, more conservative lending policies than in the past. 

3 — The present volume and velocity of business in the United States, as well as 
the small amount of commercial loans and loans to brokers on securities out- 
standing, characterize the expected expansion in credit during the next year 
or so not as inflation but as reflation to more normal levels. 


So far as the present situation is concerned, the purchase of securities since the 
rise in the stock market started in March, 193 5, has been largely selective investment 
buying with cash. Brokers’ loans now are even smaller than they were in the spring 
of this year, and this in spite of the fact that the total market value of common stocks 
listed on the New York Stock Exchange has increased between March and the present 
time from about $31,000,000,000 to around $41,000,000,000. Likewise, instalment 
buying of merchandise has not so far undergone any spectacular expansion. 


As experience showed during the last decade, credit expansion becomes dangerous 
only when the purchasing power so made available is used primarily for speculative 
purposes. As indicated above, there is no evidence of this today. Neyettheless, so far 
as both our domestic economy and the world economy a,re cOncefne^ thb \potentiali- 

ties for a sharp and substantial expansion in credit are decidedly real. 
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The foregoing summary of prevailing economic trends throughout the world, as 
we see them, leads us to the following conclusions: 


1 — That the constructive forces now at work are sufficiently powerful to carry 
the world’s business steadily upward during the next several years. 

2 — That the United States, in contrast to the course of events in the recent past, 
will be among the leading countries in this further recovery. 

3 — That definitive re-establishment of economic and financial equilibrium 
throughout the world must await international monetary stabilization and 
the restoration of world trade. 


C. W. Young & Co., Inc. 
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